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_ [8010-01] 


SECURITIES AND EXCHANGE 
COMMISSION 


{Release No. 34-15020; File No. SR-NASD- 
18-3) 


SELF-REGULATORY ORGANIZATIONS 


Proposed Rule Change by National Association 
of Securities Dealers, Inc. 


Pursuant to section 19(b)(1) of the 
Securities Exchange Act of 1934, 15 
U.S.C. 78s(b)(1), as amended by Pub. 
L. 94-29, 16 (June 14, 1975), notice is 
hereby given that on May 31, 1978, the 
National Association of Securities 
Dealers, Inc. (“NASD”) or (“Associ- 
ation”) filed with the Securities and 
Exchange Commission a proposed rule 
change as follows: 


THE NASD’s STATEMENT OF THE TERMS 
oF SUBSTANCE OF THE PROPOSED RULE 
CHANGE 


Text of proposed rule change: 


PROPOSED AMENDMENT TO ARTICLE II, 
SECTION 1 OF THE RULES OF FAIR 
PRACTICE 


Article II, section 1 is proposed to be 
amended by the addition of a new-sub- 
section (m). All other subsections of 
section 1 remain unchanged. (New ma- 
terial is indicated by italics.) 


“Fixed Price Offering” 

(m) The term “fixed price offering” 
means the offering of securities at a 
stated public offering price or prices, 
all or part of which securities are pub- 
licly offered in the United States or 
any territory thereof, whether or not 
registered under the Securities Act of 
1933, except that the term does mot in- 
clude offerings of “exempted securi- 
ties” or “municipal securities” as 
those terms are defined in Section 
3(aX12) and 3(a)X29), respectively, of 
the Securities Exchange Act of 1934 or 
offerings of redeemable securities of in- 
vestment companies registered pursu- 
ant to the Investment Company Act of 
1940 which are offered at prices deter- 
mined by the net asset value of the se- 
curities. 

PROPOSED AMENDMENT TO ARTICLE III, 

SEcTION 8 OF THE RULES OF FAIR 

PRACTICE 


Article III, section 8 is proposed to 
be amended by adding the language 
indicated by italics and by deleting the 
language bracketed. 


Section 8 

(a) A member, [when a member of a 
selling syndicate or a selling group, 
shall purchase] engaged in a fixed 
price offering, who purchases or ar- 
ranges the purchase of securities taken 
in trade shall purchase the securities 
at a fair market price at the time of 
purchase[,] or shall act as‘agent in the 


NOTICES 


sale of such securities[.land charge a 
normal commission therefor. 

(b) When used in this section— 

(1) the term “taken in trade” means 
the purchase by a member as princi- 
pal, or as agent for the account of an- 
other, of a security from a customer 
pursuant to an agreement or under- 
standing that the customer purchase 
securities from the member which are 
part of a fixed price offering. 

(2) the term “fair market price” 
means— 

a. a price which is not higher than 
the lowest independent offer for the se- 
curities at the time of purchase, if 
offer quotations for the securiteis are 
readily availadle. If such quotations 
are not readily available, the fair 
market price may be determined by 
comparing the security taken in trade 
with other securities having similar 
characteristics and of similar quality 
and for which offer quotations are 
readily available; or 

b. in an exceptional or unusual case, 
a price higher than the lowest inde- 
pendent offer when all factors relevant 
to the transaction are taken into con- 
sideration, including, among other 
things, whether a customer of a 
member has given an indication of in- 
terest to purchase the securities taken 
in trade at a higher price; the mem- 
ber’s pattern of trading in the securi- 
ties or comparable securities at the 
time of the transaction; the member’s 
position in and the availability of, the 
securities taken in trade; the size of 
the transaction; and the amount by 
which the price paid exceeds the lowest 
independent offer. In all such cases the 
burden for demonstrating justification 
that the higher price was the fair 
market price shall be on the member. 

(3) The term “normal commission” 
means an amount of commission 
which the member would normally 
charge to that customer or a similarly 
situated customer in_ transactions 
having similar characteristics but not 
involving a security taken in trade. 

(c): A member, in determining fair 
market price pursuant to this section, 
shall with respect to— 

(1) common stocks, which are traded 
on a national securities exchange or 
Jor which quotations are entered in an 
automated quotation system, obtain 
the necessary quotation from the na- 
tional securities exchange_or from the 
automated quotation system; and 

(2) other securities and common 
stocks not included in subparagraph 
(1) of this subsection (c) obtain direct- 
ly or with the assistance of an inde- 
pendent agent necessary quotations 
from two or more independent dealers. 

(d) A member who purchases a secu- 
rity taken in trade shall keep or cause 
to be kept adequate records to demon- 
strate compliance with this section 
and shall preserve the records for at 


least 24 months after the transaction. 
If an independent agent is used for the 
purpose of obtaining quotations, the 
member must request the agent to 
identify the dealers from whom the 
quotations were obtained and the time 
and date they were obtained or request 
the agent to keep and maintain for at 
least 24 months a record containing 
such information. 


INTERPRETATION OF THE BOARD OF 
GOVERNORS 


FAIR MARKET PRICE 


A member who, in reliance on sub- 
paragraph (b)2)b of section 8 of this 
article, pays a price for securities 
taken in trade which is higher than the 
lowest independent offer will have a 
heavy burden to demonstate that the 
price paid was the fair market price. 
Subparagraph (b)2)b lists factors 
which might be considered relevant to 
justify paying a price higher than. the 
lowest offer. The existence of only one 
such factor, however, will not necessar- 
ily be sufficient to meet the heavy 
burden, though in a given case it may 
be sufficient. In any event, all facts 
and circumstances must be considered. 
For example, a member may be able to 
satisfy the burden of demonstrating 
that fair market price was paid by 
showing that the price paid did not 
exceed the price, less an amount equal 
to a normal commission on an agency 
transaction, at which a customer had 
given the member an indication of in- 
terest to purchase the securities, or 
that the member held a short position 
in the security purchased, that it de- 
sired to cover that short position, that 
the availability of the security was 
scarce and that the amount of securi- 
ties taken in trade could not have been 
acquired at a lower price. 


ADEQUATE RECORDS 


If the member purchases securities 
taken in trade at a price which is no 
higher than the lowest independent 
offer as determined according to this 
section, it will have kept adequate rec- 
ords if it records the time and date 
quotations were received, the identity 
of the security to which the quotations 
pertain, the identity of the dealer from 
whom, or the exchange or quotation 
system from which, the quotations 
were obtained, and the quotations fur- 
nished. If a member uses the services of 
an independent agent to obtain the 
quotations and the agent does not dis- 
close the identity of the dealers from 
whom quotations were obtained, the 
member will have kept adequate rec- 
ords if it otherwise complies with sub- 
section (d) of section 8 hereof and it 
records the time and date it received 
the quotations from the agent, the 
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identity of the agent, and the quota- 
tions transmitted by the agent. 

If a member, in reliance on subpara- 
graph (6)(2)b of this section, pays 
more than the lowest independent 
offer, it will have kept adequate rec- 
ords if, in addition to the foregoing 
records, it keeps records of all relevant 
factors it considered important in con- 
cluding that the price paid for the se- 
curities was fair market price. 


PROPOSED AMENDMENT TO ARTICLE III, 
SECTION 24 OF THE RULES OF FAIR 
PRACTICE 


Article III, section 24 is proposed to 
be amended by adding the language 
indicated by italics and by deleting the 
language bracketed. 


Section 24 

In connection with the sale of securi- 
ties which are part of a fixed price of- 
Sering— 

(a) (Selling concessions, discounts, 
or other allowances, as such, shall be 
allowed only as consideration for ser- 
vices rendered in distribution and in 
no event shall be allowed] a member 
may not grant or receive selling con- 
cessions, discounts, or other 
allowances except as consideration for 
services rendered in distribution ana 
may not grant such concessions, dis- 
counts or other allowances to anyone 
other than a broker or dealer actually 
engaged in the investment banking or 
securities business; provided, however, 
that nothing in this rule shall prevent 
any member from selling any security 
owned by him to any person at any 
net price which may be fixed by him 
unless prevented therefrom by agree- 
ment. 

(b) a member who grants a selling 
concession, discount or other 
allowance to another person shall 
obtain a written agreement from that 
person that he will make a bona fide 
public offering of such securities and 
will otherwise comply with the provi- 
sions of this section, and a member 
who grants such selling concession, 
discount or other allowance to a,non- 
member broker or dealer in a foreign 
country shall also obtain from such 
broker or dealer a written agreement 
to comply with the provisions of sec- 
tions 8, 25, and 36 of this article. 

(c) a member who receives an order 
from any person designating another 
broker or dealer to receive credit for 
the sale shall, within 30 days after the 
end of each calendar quarter, file re- 
ports with the Association containing 
the following information with respect 
to each fixed price offering which ter- 
minated during that calendar quarter: 
the name of the person making the des- 
ignation; the identity of the brokers or 
dealers designated; the identity and 
amount of securities for which each 
broker or dealer was designated; the 
date of the commencement and termi- 


NOTICES 


nation of the offering and such other 
information as the Association shall 
deem pertinent. 

(d) a member who is designated by 
its customer for the sale of securities 
shall keep, and maintain for a period 
of 24 months, records in such form and 
manner to show the following informa- 
tion: name of customer making the 
designation; the identity and amount 
of securities for which the member was 
designated; the identity of the man- 
ager or managers of the offering, if 
any; the date of the commencement of 
the offering and such other informa- 
tion as the Association shall deem per- 
tinent. 


* * * * « 


INTERPRETATION OF THE BOARD OF 
GOVERNORS 


SERVICES IN DISTRIBUTION 


The proper application of section 24 
requires that, in connection with fixed 
price offerings, selling concessions, 
discounts or other allowances be paid 
only to brokers or dealers actually en- 
gaged in the investment banking or se- 
curities business and only as consider- 
ation for services rendered in distribu- 
tion. 

A dealer has rendered services in dis- 
tribution in connection with the sale 
of securities from a fixed price offering 
if the dealer is either an underwriter of 
a portion of that offering or has en- 


gaged in some selling effort with re- 


spect to the sale. While furnishing a 
customer with research or other ser- 
vices might aid a dealer in selling par- 
ticular securities or securities general- 
ly to that customer, the furnishing of 
such research will not by itself consti- 
tute sufficient selling effort to satisfy 
the provisions of section 24. Rather, 
some direct selling contact on a partic- 
ular offering will be necessary. Even 
though the furnishing of research to a 
customer may aid a dealer in the sale 
of securities, the furnishing of such re- 
search under certain circumstances, as 
described below, could result in the 
dealer granting that customer a selling 
concession, discount or other 
allowance in violation of section 24. 

A broker or dealer who has received 
or retained a selling concession, dis- 
count or other allowance may not 
grant or otherwise reallow all or part 
of that concession, discount or 
allowance to anyone other than a 
broker or dealer engaged in the invest- 
ment banking or securities business 
and only as consideration for services 
rendered in distribution. The improper 
grant or reallowance of a selling con- 
cession, discount or other allowance 
might occur directly or indirectly 
through such devices as transactions 
in violation of section 8 of this article, 
or other indirect means as described 
below. 


35447 


A member granting a selling conces- 
sion, discount or other allowance to 
another person is not responsible for 
determining whether such other person 
may be violating section 24 by grant- 
ing or reallowing that selling conces- 
sion, discount or other allowance to 
another person, unless the member 
knew, or had reasonable cause to 
know, of the violation. 


SELLING CONCESSIONS, DISCOUNTS OR 
ALLOWANCES 


General 


A member who, itself or through its 
affiliate, (i) supplies another person 
with services or products which are 
commercially available or are pro- 
vided by the member or its affiliate to 
such person or to others for cash or for 
some other agreed upon consideration, 
including brokerage commissions, and 
(ii) also retains or receives selling con- 
cessions, discounts or other allowances 
from purchases by that person or its 
affiliate of securities from a fixed 
price offering, is improperly granting 
a selling concession, discount or other 
allowance to that person unless the 
member or its affiliate has been, or has 
arranged and reasonably expects to be, . 
Sully compensated for such services or 
products from sources other than the 
selling concession, discount or 
allowance retained or received on the 
sale, 


Commercially available 


As used in this interpretation, a 
product or service is “commercially 
available” if it is generally available 
on a commercial basis. It would in- 
clude such things as office space, secre- 
tarial services, quotation equipment, 
news periodicals, certain research 
products or services, airline tickets, 
and other items which could be pur- 
chased. directly or indirectly by the re- 
cipient from a third party. 

The term includes products or ser- 
vices which a person receives from an- 
other for redistribution if the same 
service or product, or a service or 
product which is substantially an 
identical service or product, is offered 
to others on a commercial basis. Thus, 
a@ service or product may be commer- 
cially available even though the person 
engaged in redistributing it does not 
itself make the service or product com- 
mercially available. 

This interpretation is not intended 
ta prohibit members from providing 
products or services which are com- 
mercially available but which are not 
of a substantial value. No question 
arises under Section 24 if a member 
furnishes such things as incidental 
business gifts, food, entertainment, or 
other items not having a substantial 
value. 
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Cash or other agreed upon considera- 
tion 

A person will be deemed to be provid- 
ing services or products for cash or 
other agreed upon consideration if the 
service or product, or a substantially 
identical service or product, is pro- 
vided to any person for cash or for 
some other agreed upon consideration. 
A service or product will be deemed to 
be provided for an agreed upon consid- 
eration if there is an express or im- 
plied agreement between the person 
providing the service or product and 
the recipient thereof calling for the 
provider of the service or product to be 
compensated therefor with an agreed 


upon or mutually understood source 


and general amount of consideration. 
For example, if a person provides an- 
other with a service or product and the 
recipient thereof agrees or represents, 
expressly or impliedly, that it will 
compensate the provider of the service 
or product with a specified amount of 
consideration, such as brokerage com- 
missions or a range of brokerage com- 
missions depending on the commis- 
sion rate charged, or with a general 
minimum amount of brokerage com- 
missions or other consideration, that 
service or product will be deemed to be 
Offered for an agreed upon considera- 
tion. Thus, under such circumstances 
a member or its affiliate providing 
such service or product would be re- 
quired to demonstrate that it was fuily 
compensated for the service or product 
with consideration other than selling 
concessions, discounts or other 
allowances received or retained on the 
sale of securities from fixed price offer- 
ings. 


Full consideration 


A member may show that it or its af- 
filiate received or reasonably expects 
to receive full consideration, independ- 
ent of selling concessions, discounts or 
other allowances, for providing certain 
services and products, by identifying 
the arrangement for the consideration 
(including its source and amount) 
and, if appropriate, the collection 
process for obtaining it. 

In order to demonstrate that the 
cash, brokerage commissions or other 
consideration serves as full considera- 
tion, records of account should be kept 
which identify the recipient of the ser- 
vices of products, the amount of cash, 
brokerage commissions or other con- 
sideration paid or to be paid by such 
person or its affiliate. 

Unless the amount of cash, brokerage 
commissions or other consideration 
agreed upon appears on its face to be 
unreasonably low, it will not be neces- 
sary for the member or its affiliate to 
demonstrate that the agreed upon 
price represented fair market price. 
Likewise, as long as price differentials 
are based on factors other than the 
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customer’s willingness to; or practice 
of, purchasing securities from the 
member out of fixed price offerings, it 
is not necessary, for purposes of sec- 
tion 24, that the member or its affiliate 
charge the same amount to each 
person to whom they provide the same 
or similar services or products. 


PROPOSED NEW SECTION 36 OF ARTICLE 
III AND INTERPRETATION THEREOF 


Article III is proposed to be amend- 
ed by the addition of a new section 36 
and an interpretation thereof. (New 
material is indicated by italics.) 


Section 36 


(a) Except as otherwise provided in 
subsection (d) of this section, no 
member engaged in a fixed price offer- 
ing of securities shall sell the securities 
to, or place the securities with, any 
person or account which is a related 
person of the member unless such re- 
lated person is itself subject to this sec- 
tion or is a non-member foreign 
broker-dealer who has entered into the 
agreements required by section 24(b) of 
this article. 

(b) For purposes of this section 36, a 
“related person” of a member includes 
any person or account which directly 
or indirectly owns, is owned by or is 
under common ownership with the 
member. 

(c) A person owns another person or 
account for purposes of this section if 
the person directly or indirectly: 

(1) has the right to participate to the 
extent of more than 25 percent in the 
profits of the other person; or 

(2) owns beneficially more than 25 
percent of the outstanding voting secu- 
rities of the person. 

(d) The prohibition contained in 
subsection (a) does not apply to the 
sale of securities to, or the placement 
of securities in, a trading or invest- 
ment account of a member or a related 
person of a member after termination 
of the fixed price offering if the 
member or the related person of the 
member has made a bona fide public 
offering of the securities. A member or 
a related person of a member is pre- 
sumed not to have made a bona fide 
public offering for the purpose of this 
subsection if the securities being of- 
fered immediately trade in the second- 
ary market at a price or prices which 
are at or above the public offering 
price. 


* * * > * 


INTERPRETATION OF THE BOARD OF 
GOVERNORS 


TRANSACTIONS WITH RELATED 
PERSONS 
A member who is acting, or plans to 
act, as sponsor of a unit investment 
trust will not violate Section 36 if it 
accumulates securities with respect to 


which the member has acted as a syn- 
dicate member, selling group member 
or reallowance dealer in an account of 
the member or related person of the 
member if, at the time of accumula- 
tion, the member in good faith intends 
to deposit the securities into the unit 
investment trust at the public offering 
price and intends to make a bona fide 
public offering of the participation 


. units of that trust. Members engaged 


in such activity, however, will contin- 
ue to be subject to the Board of Gover- 
nors’ Interpretation of Article III, Sec- 
tion 1 of the Rules of Fair Practice 
concerning Free-Riding and Withhold- 
ing. 

While subsection (d) of Section 36 
provides that’a person is presumed not 
to have made a bona fide public offer- 
ing if, immediately folowing the termi- 
nation of the fixed price offering, the 
securities trade at or above the public 
offering price, there is no presumption 
that a person has made a bona fide 
public offering if, at such time, the se- 
curities trade below the public offering 
price. Whether a person has made a 
bona fide public offering. will be deter- 
mined on the basis of all relevant facts 
and circumstances. 


THE NASD’S STATEMENT OF BASIS AND 
PURPOSE 


The basis and purpose of the forego- 
ing proposed rule change is as follows: 


PURPOSE OF PROPOSED RULE CHANGE 


Section 1(m) of Article II of the Rules 
of Fair Practice 


All of the proposals are intended to 
apply to “fixed price offerings” as pro- 
posed to be defined in subsection (m) 
of section 1 of article II of the Rules 
of Fair Practice. That definition speci- 
fies that included in the term are of- 
ferings of securities made at a stated 
public offering price or prices, all or 
part of which are publicly offered in 
the United States, or any territory 
thereof, except “exempted securities” 
or “municipal securities’ as defined in 
the Securities Exchange Act of 1934, 
and certain offerings of redeemable se- 
curities of issuers registered as invest- 
ment companies pursuant to the In- 
vestment Company Act of 1940. 
Wholly foreign offerings are not in- 
cluded within the scope of the defini- 
tion or within the coverage of the As- 
sociation’s rules concerning fixed price 
offerings. 


Section 8 of Article III and Interpreta- 
tion Thereof 


Section 8 presently requires that, 
where securities are taken in trade in 
connection with a sale, either the 
member purchase the securities taken 
in trade at a fair market price at the 
time of purchase or act as agent in 
their sale. These are known as “swap 
transactions.” If more than the fair 
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market price is paid, however, the 
practice is generally referred to as 
“overtrading.” 

The Board believes that swap trans- 
actions, as distinguished from over- 
trading, represent a reasonable busi- 
ness practice and are important to the 
process of distributing securities. 
Among other things, the practice 
serves to increase liquidity for institu- 
tions who may desire to purchase the 
securities being distributed but who do 
not have available sufficient cash to 
make the acquisition. However, if 
more than the fair market price is 
paid for the securities being taken in 
trade than for the security being dis- 
tributed pursuant to a fixed price of- 
fering, the customer would indirectly 
be purchasing the security being dis- 
tributed at a price which is below any 
stated public offering price and would, 
therefore, be sharing in the selling 
concession retained or received by the 
dealer. Similarly, swap transactions ef- 
fected as agent where less than a 
normal commission is charged confer a 
benefit on the customer, again tanta- 
mount to a granting of all or part of 
the selling concession to the customer. 
The Board, therefore, proposes an 
amendment to section 8 which re- 
quires that a normal commission be 
charged in connection with swap 
transactions effected as agent. 

While the Board believes that swap- 
ping, as opposed to  overtrading, 
should not be prohibited or even dis- 
couraged, it recognizes that the exist- 
ing overtrading prohibition in section 
8 poses at least two problems. First, 
the efficacy of the section is depend- 
ent on the ability to make a determi- 
nation as to what constitutes ‘fair 
market price.” This is particularly dif- 
ficult with respect to securities for 
which there is no established market- 
place or quotation system which pro- 
vides a ready, reliable source of 
market quotations. Second, the section 
does not impose any restriction on the 
amount of commission to be charged 
for a swap effected on an agency basis. 
In light of these problems, the Board 
proposed that section 8 be amended to 
clarify what is meant by the terms 
“fair market price” and “normal com- 
mission” and to impose certain record- 
keeping obligations to facilitate en- 
forcement of the section. 

The proposed amendment in subsec- 
tion (b) defines “fair market price’ as 
a price which is not higher than the 
lowest independent offer for the secu- 
rities at the time of purchase, if offer 
quotations for the securities are readi- 
ly available. If such quotations are not 
readily available, the fair market price 
may be determined by comparing the 
security taken in trade with other se- 
curities having similar characteristics 
and of similar quality and for which 
offer quotations are readily available. 


NOTICES 


The definition is designed to lend 
some objectivity to the meaning of fair 
market price, facilitating effective en- 
forcement of section 8. While the 
Board recognizes that fair market 
price, particularly for debt securities, 
is not subject to precise determination, 
because of the limited purpose to 
which the definition in section 8 ap- 
plies and the flexibility afforded by 
permitting transactions to occur at 
prices as high as the lowest independ- 
ent offer, it decided that the proposal 
should, to the extend possible, build in 
the objectivity afforded by reliance on 
quotations. 

While the Board believes that quota- 
tions are a satisfactory means of deter- 
mining fair market price for most 
swap transactions, it has allowed for 
flexibility in the application of the 
section by providing that, in an excep- 
tional or unusual case, a member may 
undertake the burden of demonstrat- 
ing that a swap transaction effected at 
a price above the lowest independent 
offer was appropriate, in view of all 
factors relevant to the transaction. In 
such situations, the member will be re- 
sponsible for maintaining adequate 
records to substantiate its analysis of 
fair market price for the traded securi- 
ties. As stated in the interpretation of 
section 8, a member will have a heavy 
burden to demonstrate that the price 
paid in such a situation was fair 
market price. The Board believes that 
the proposal contains the advantages 
of objectivity yet affords some flexibil- 
ity to accommodate special circum- 
stances. 

The types of factors or special cir- 
cumstances which are contemplated 
by the rule are listed in subparagraph 
(b(2)b of section 8. They include 
whether a customer of a member has 
given an indication of interest to pur- 
chase the securities taken in trade at a 
higher price; the member’s pattern of 
trading in the securities or comparable 
securities at the time of the transac- 
tion; the member’s position in and the 
availability of the securities taken in 
trade; the size of the transaction and 
the amount by which the price paid 
exceeds the lowest independent offer. 
The interpretation of section 8 also 
discusses this subject. As stated in the 
interpretation, the presence of only 
one such factor or special circum- 
stance may not necessarily be suffi- 
cient to meet the heavy burden. How- 
ever, since all facts and circumstances 
must be considered, the existence of 
only one such factor in a given case 
may be sufficient. 

While the above-described revision 
to section 8 proposed by the Board 
and the interpretation will afford ad- 
ditional flexibility, it is expected that 
reliance on special circumstances will 
occur only in exceptional situations. 
The Association will carefully review 
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records of all swap transactions with 
special emphasis on those transactions 
which occur at prices above the lowest 
independent offer. 

Subsection 8(c) requires that quota- 
tions for common stock which are 
traded on an exchange or quoted in 
NASDAQ be obtained from the ex- 
change or NASDAQ. Paragraphs (1) 
and (2) of that subsection make clear 
that this requirement would be appli- 
cable only to common stocks, hence 
recognizing that trading characteris- 
tics of preferred stocks more closely 
resemble the trading characteristics of 
debt securities than common stocks. 
Accordingly, the Board’s_ proposal 
would not restrict a member, when de- 
termining fair market price for debt 
securities or preferred stocks taken in 
trade, to quotations obtainable on an 
exchange or in an automated quota- 
tions system. In such cases, and in the 
case of common stocks where ex- 
change or NASDAQ quotations are 
not available, quotations shall be ob- 
tained from two or more independent 
dealers. If dealer quotations for the se- 
curities taken in trade are not readily 
available, the member would be per- 
mitted to determine fair market price 
by compiring those securities with se- 
curities having similar characteristics 
and of similar quality for which quota- 
tions are readily available. If the 
member wishes to protect its anonym- 
ity, it cuuld use an independent agent 
to obtain the necessary quotations on 
its behalf. 

As stated above, the Board has pro- 
posed the broadening of section 8 of 
require, in subsection (a), the charging 
of a normal commission on swap trans- 
actions effected on an agency basis. 
Normal commission would be defined 
generally as the amount of commis- 
sion which the member would normal- 
ly charge to the customer or a similar- 
ly situated customer in a transaction 
having a similar characteristics but 
not involving a swap transaction. 
Today, in the era of negotiated com- 
mission rates, a member is permitted 
to effect exchange transactions at any 
commission rate agreed upon with the 
customer. It is thus possible to grant 
an indirect selling concession, dis- 
count, or allowance to a customer by 
agreeing to swap securities for it as 
agent and charging a lower than 
normal commission or no commission 
at all. The proposed amendment to 
section 8 will remedy this problem. 

In order to insure adequate enforce- 
ment of section 8, the Board has pro- 
posed recordkeeping and record main- 
tenance requirements which will 
impose an obligation on members to 
maintain records of all transactions 
subject to the provisions of section 8. 
Subsection (d) and the interpretation 
of section 8 address these require- 
ments. Subsection (d) specifices that 
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the records must be preserved for at 
least 24 months. 


The interpretation states that ade- 


quate records will have been kept if 
they include the time and date quota- 
tions were received, the identity of the 
security to which the quotations per- 
tain, the identity of the dealer from 
whom, or the exchange or quotation 
system from which, the quotations 
were obtained, and the quotations fur- 
nished. The interpretation further 
specifies that if an independent agent 
is used to obtain the quotation and the 
agent does not disclose the identity of 
the dealers from whom quotations 
were obtained, adequate records will 
have been kept if the member requests 
the agent to identity the dealers from 
whom the quotations were obtained, 
and if the member itself records the 
time and date of receipt of quotations 
from the agent, the identity of the 
agent and the quotations transmitted 
by the agent. The Board recognizes 
that the recordkeeping and record 
maintenance requirements impose 
burdens on members, but it believes 
the proposed requirements are reason- 
able and necessary for developing an 
effective enforcement program. 


Section 24 of Article III and Interpre- 
tation Thereof 

Section 24 presently provides that 
“selling concessions, discounts or 
other allowances, as such, shall be al- 
lowed only as consideration for ser- 
vices rendered in distribution and in 
no event shall be allowed to anyone 
other than a broker or dealer actually 
engaged in the investment banking or 
securities business ... .” 

Section 24 serves an important func- 
tion in promoting fairness, full disclo- 
sure, and commercial honor by requir- 
ing adherence to the representations 
customarily made to issuers, under- 
writers, dealers, and investors in secu- 
rities distribution made through fixed 
price offerings. The section serves to 
assure that the “trade preference”, 
that is the selling concession, discount, 
or other allowance, be offered only to 
professionals in the securities industry 
who render services in the distribu- 
tion. This restriction is consistent with 
the expectations of the issuer and the 
public and with the representations 
generally made in offering documents. 
Moreover, the section prohibits not 
only the direct granting of a conces- 
sion by selling to customers at the 
dealers’ price (i.e., at the public offer- 
ing price less some or all of the selling 
concession, discount, or reallowance) 
and cash rebates or kickbacks of the 
concession, but, also, the indirect, sur- 
reptitious granting of the concession 
through credits or other devices to se- 
lected investors who are in a position 
to take advantage of various recapture 
devices. Hence, the proposals are de- 
signed to assure that members who 


NOTICES 


decide to offer securities to the public 
at a fixed, stated public offering price 
conduct the offering in a manner 
which is fair and nondiscriminatory to 
all investors, which is consistent with 
the representations made in offering 
documents and to all parties con- 
cerned with the distribution and 
which is consistent with the reason- 
able expectations of such parties in- 
herent in the holding out of a distribu- 
tion as fixed price offering. 

The proposals are not intended to 
alter ‘substantially the present scope 
and application of section 24. They do, 
however, clarify that section 24 ap- 
plies only to the offering of securities 
by members at a fixed public offering 
price and that certain forms of indi- 
rect concessions are treated no differ- 
ently than direct concessions. Thus, 
the interpretation of section 24 makes 
it very clear that members who agree 
to offer securities to the public at a 
stated public offering price cannot 
devise indirect means to provide select 
customers with the securities at prices 
not available to other public investors. 
The indirect granting of a concession 
by a device like that contemplated in 
Papilsky has the additional vice of cre- 
ating a misleading record of the trans- 
action, since the sale is confirmed and 
recorded at the fixed price while the 
sharing of the  concession—the 
rebate—is accomplished through other 
means. 

The proposals also serve the purpose 
of clarifying terms which have been 
contained in the section since its adop- 
tion in 1939. Specifically; the proposal 
contains an interpretation concerning 
what constitutes rendering services in 
distribution. 

The proposed modifications to sec- 
tion 24 also impose certain recordkeep- 
ing and reporting requirements and re- 
quire that certain agreements be ob- 
tained from others prior to granting 
such persons a selling concession, dis- 
count, or other allowance. 

The purpose for the foregoing modi- 
fications as described in greater detail, 
hereinafter, is generally to facilitate 
enforcement of section 24. The re- 
quirement that written contracts be 
obtained serves to remind members 
and others of their public obligations 
when participating in an offering. The 
reporting and recordkeeping require- 
ments will enable the Association to 
identify those situations where selling 
group members may have had little 
direct involvement in a sale. While 
such transactions are not the only cir- 
cumstances under which customers 
might be receiving an indirect, undis- 
closed selling concession, discount, or 
other allowance, the Association be- 
lieves that such transactions deserve 
closer scrutiny. 


SERVICES IN DISTRIBUTION 


The threshold question under sec- 
tion 24 for determining if a selling 
concession, discount, or other 
allowance may be paid to another- 
person engaged in the investment 
banking and securities business is 
whether that person rendered services 
in distribution. This subject is dis- 
cussed extensively in the proposed in- 
terpretation of section 24. The pro- 
posed interpretation recognizes that 
there are two types of services which 
may constitute services in distribu- 
tion—undervwriting services and selling 
effort. 

A person renders a service in distri- 
bution to the extent that he under- 
writes an offering of securities on a 
firm commitment basis, thereby risk- 
ing his capital and supplying the 
issuer with needed cash in the hope of 
reselling the securities to the public at 
a profit. In a typical firm commitment, 
fixed price offering, each underwriter 
undertakes to buy the securities from 
the issuer at an agreed price and to 
make or cause to be made an offering 
of the securities to the public at the 
initial public offering price. The dif- 
ference between the two prices repre- 
sents underwriters’ compensation. 
Non-managing underwriters each con- 
tribute a portion of their compensa- 
tion to the managers in consideration 
for, among other things, the manag- 
er’s efforts in coordinating the distri- 
bution. 

When the underwriting agreement is 
signed, which is generally coincident 
with the effective date of the registra- 
tion statement, underwriters are 
bound to purchase and publicly offer 
the issuer’s securities. If the under- 
writer, directly or with the assistance 
of others, fails to distribute its com- 
mitment at the public offering price, it 
will be forced to hold the securities 
and possibly incur a loss. It is the 
Board’s view that these services and 
the risk assumed by the underwriter 
constitute distribution services. Be- 
cause all underwriters render this 
service in firm commitment underwrit- 
ings, under section 24 underwriters 
always should be eligible to receive a 
selling concession, discount or 
allowance on the securities they un- 
derwrite; that is to say, on their par- 
ticipation in the total underwriting 
commitment. 

A person also renders a service in 
distribution to the extent that he en- 
gages in some selling effort with re- 
spect to the securities being sold. 
Direct sales necessarily involve direct 
contact between the dealer and cus- 
tomer, giving rise, at least implicitly, 
to a presumption that a service in dis- 
tribution has been rendered. 

In conneetion with selling effort, the 
proposed interpretation recognizes 
that furnishing research services gen- 
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erally might aid a dealer in making a 
sale of specific securities or securities 
generally. Taken alone, however, the 
furnishing of research services would 
not constitute services in distribution. 
Some specific effort must be per- 
formed in connection with the sale on 
which the selling concession is grant- 
ed. 

A problem in this respect is encoun- 
tered in connection with designated 
orders. In the absence of direct con- 
tact or selling effort by the designated 
dealer, such dealer would not be eligi- 
ble to receive the selling concession, 
discount, or other allowance. Thus, a 
designated dealer would have to 
engage in some direct sales effort with 
respect to the particular offering in 
order to have met the requirement 
that services in distribution be ren- 
dered. There must be some communi- 
cation or other evidence of selling 
effort before the managing undervwrit- 
er may honor, and the dealer receive, 
the designation from a customer. 


SELLING CONCESSIONS 


A member who is eligible to receive, 
and does receive, a selling concession 
(or discount or other allowance) in a 
fixed price offering may not grant the 
selling concession, or otherwise real- 
low a portion of it to a person not eli- 
gible to receive it under section 24; 
that is to say, to a person who is not a 
broker or dealer engaged in the invest- 
ment banking or securities business 
and who does not render services in 
distribution, as discussed above. Obvi- 
ously this means that the member 
may not rebate to customers all or 
part of the concession in cash, or in 
credit against future services or prod- 
ucts. Similarly, the amount of the con- 
cessions may not be credited against 
existing obligations of the customers 
or the member. If the customer owes 
money to the member—a legal debt 
for hard dollars—no part of the debt 
may be satisfied by selling concessions. 

However, a member might furnish 
services or products, including re- 
search, to a customer, and members 
customarily do, in cirumstances where 
no legal debt is created—at least in 
form—and repayment in cash is not 
contemplated. In these circumstances, 
the research (or other services or 
products) might be furnished as a gen- 
eral good will effort by the member, in 
the hope of stimulating business from 
the customer; or there might be an un- 
derstanding between the member and 
the customer -that the customer will 
give business to the member and in an 
understood or agreed upon amount. In 
other situations, the circumstances 
raise a strong inference of expected re- 
payment in a definite amount, either 
because the goods or services are com- 
mercially available or because the 
member sells them to others. Depend- 


NOTICES 


ing on the facts, certain express or im- 
plied mutual business arrangements 
may result in a violation of section 24 
if the arrangement with the customer 
includes purchasing securities from a 
member from fixed price offerings. 
This is discussed in more detail imme- 
diately below. 

The Board fashioned its proposal to 
reach all instances where selling con- 
cessions, discounts, and other 
allowances were effectively being 
granted in some direct or indirect 
manner without developing a rule 
which would prohibit normal business 
practices and be so vague or so all-en- 
compassing that it is not susceptible of 
reasonable enforcement. To do this 
the Board believed it was necessary to 
identify those types of services and 
products which a dealer or underwrit- 
er likely would not furnish without 
some agreement, promise, or under- 
standing of being compensated in 
some fashion and probably in some de- 
terminable amount. 

The Board does not intend by the 
proposals to suggest that establishing 
business good will in the form of cus- 
tomer service be prohibited. Rather, it 
is the existence of an obligation 
(whether or not legally binding) and 
the discharge of: that obligation 
through the retention or receipt of 
selling concessions by underwriters 
and dealers which is reached. Thus, 
while the Board recognizes that the 
proposals developed may not reach 
every possible situation in which a 
selling concession might offset some 
moral obligation, it does believe that 
its approach reaches the areas of pri- 
mary concern, namely those situations 
where the members, at least, are likely 
to know the dollar market value of 
services or products furnished and 
have an agreement or understanding 
that they will be compensated there- 
for. 

The recommended interpretation of 
section 24, therefore, would provide 
that a member has improperly granted 
a selling concession, discount, or other 
allowance to a person if the member, 
itself or through an affiliate, (i) sup- 
plies another person with services or 
products which are “commercially 
available” or are provided by the 
member or its affiliate to such person 
or to others for cash or for some other 
“agreed upon consideration,” includ- 
ing brokerage commissions, and (ii) 
also retains or receives selling conces- 
sions, discounts, or other allowances 
from purchases by that person or its 
affiliate of securities from a fixed 
price offering, unless the member or 
its affiliate has been, or has arranged 
and reasonably expects to be, “fully 
compensated” for such services or 
products from sources other than the 
selling concessions, discounts, or 
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allowances retained or received on the 
sale. 


AGREED UPON CONSIDERATION 


In clarifying the types of arrange- 
ments which might result in a member 
indirectly granting a customer selling 
concessions, discounts, or other 
allowances, the Board has determined, 
as evidenced in the interpretations of 
section 24, that services or. products 
will be considered to be provided for 
an “agreed upon consideration’ if- 
there is an express or implied agree- 
ment between the member providing 
the service or product and the custom- 
er calling for the member to be com- 
pensated with an agreed upon or mu- 
tually understood source and general 
amount of consideration. Thus, if a 
member provides a customer with a 
service or product and the customer 
agrees or represents, expressly or im- 
pliedly, that it will compensate the 
member with a specified amount of 
business, such as brokerage commis- 
sions or a range of brokerage commis- 
sions depending on the commission 
rate charged, or with a general mini- 
mum amount of brokerage commis- 
sions or other consideration, that serv- 
ice or product will be deemed to be of- 
fered for an agreed upon considera- 
tion. Under such circumstances a 
member or its affiliate providing such 
service or product would be required 
to demonstrate that it was fully com- 
pensated for the service or product 
with consideration other than selling 
concessions, discounts, or other 
allowances received or retained on the 
sale of securities from fixed price of- 
ferings. 


COMMERCIALLY AVAILABLE 


A service or product would be con- 
strued as “commercially available” if it 
is generally available on a commercial 
basis. It would include such things as 
office space, secretarial services, quo- 
tation equipment, news periodicals, 
certain research products or services, 
airline tickets, and other items which 
could be purchased directly or indi- 
rectly by the customer from a third 
party. The terms would not include 
items of insignificant value, and no 
question arises under section 24 if a 
member furnishes such things as inci- 
dental business gifts, food, entertain- 
ment, or other items not having a sub- 
stantial value. The term would include 
products or services which a member 
receives or purchases from another for 
redistribution if the same service or 
product, or a service or product which 
is substantially an identical service or 
product, is offered to others on a com- 
mercial basis. Thus, a service or prod- 
uct may be commercially available 
even though the person engaged in re- 
distributing it does not itself make the 
service or product commercially avail- 
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able. However, if a member purchases 
research from a third party which is 
not available to others and distributes 
it to its customers under circum- 
stances where it is not to be paid for 
by cash or agreed upon consideration, 
that research will not be considered to 
be commercially available. 


Fut CONSIDERATION 


In order for a member to show that 
it or its affiliate received or reasonably 
expects to receive “full consideration” 
for providing certain services and 
products, independent of selling con- 
cessions, discounts, or other 
allowances, the member may identify 
the arrangement for the consideration 
including its source and amount and, 
if appropriate, the collection process 
for obtaining it. In order to demon- 
strate that cash, brokerage commis- 
sions, or other consideration serves as 
full consideration, records of accounts 
should be kept which identify the cus- 
tomer receiving the services or prod- 
ucts and the amount of cash, broker- 
age commissions, or other considera- 
tion paid or to be paid by the customer 
or its affiliate. 

There is no intention to prohibit 
members from continuing to supply 
services and products to customers for 
cash or other agreed upon considera- 
tion and also sell securities to them 
from fixed price offerings. What is 
prohibited is providing services or 
products to a customer under such cir- 
cumstances and receiving compensa- 
tion in the form of selling concessions, 
discounts, or other allowances on pur- 
chases of securities from fixed price 
public offerings. Compensation for 
services and products under such cir- 
cumstances must come from other 
sources such as cash or brokerage com- 
missions. 

Unless the amount of cash, broker- 
age commissions, or other considera- 
tion agreed upon appears on its face to 
be unreasonably low, dealers would 
not be required to demonstrate that 
the cash, brokerage commissions, or 
other compensation received or to be 
received represents fair market value 
for the services or products. Likewise, 
as long as price differentials are based 
on factors other than the customer’s 
willingness to, or practice of, purchas- 
ing securities from the member out of 
fixed price offerings, it’ is not neces- 
sary for purposes of section 24 that 
the member or its affiliates charge the 
same amount to each person to whom 
they provide the same or similar ser- 
vices or products. As long as the vary- 
ing prices charged for services and 
products are not predicated on the re- 
ceipt of selling concessions, such a 
pricing procedure will not be ques- 
tioned under section 24. 

In order to assist in demonstrating 
compliance with the foregoing, mem- 


NOTICES 


bers supplying the types of services or 
products described above should 
obtain agreements from customers and 
keep records which identify that the 
member was not compensated for the 
service or product with selling conces- 
sions. For example, if brokerage com- 
missions are the source of considera- 
tion, the member should be in a posi- 
tion to show the amount of brokerage 
agreed to; the amount collected, and 
the amount due. 


RECORDS AND OTHER AGREEMENTS 


Subsection (b) of section 24 would 
require members who grant selling 
concessions to other persons who are 
eligible to receive them to obtain a 
written agreement from such persons 
stating they will make a bona fide 
public offering of the offered securi- 
ties and that they will otherwise 
comply with the provisions of section 
24, and if such person is a nonmember 
broker or dealer in a foreign country, 
a written agreement that it will 
comply with sections 8, 24, 25, and 36 
of article III. There is no restriction 
on the form such agreement may take. 
For example, the written agreements 
may be obtained in blanket form, cov- 
ering all instances when a member 
grants a selling concession, discount, 
or other allowance to the other party 
to the agreement or they may be in- 
corporated in the agreement among 
underwriters’ or selling dealers’ agree- 
ments pertaining to particular offer- 
ings. The obligation to obtain written 


’ agreements is believed to be necessary 


to facilitate compliance with and en- 
forcement of section 24. 

In addition to the foregoing agree- 
ments, certain reports are required of 
members by operation of proposed 
subsections (c) and (d) of section 24. 
Pursuant to subsection (c), members 
who are requested to designate other 
brokers or dealers for a sale, particu- 
larly syndicate managers, would be re- 
quired to file reports with the Associ- 
ation within 30 days after the end of 


each calendar quarter. The reports- 


would pertain to all fixed price offer- 
ings which terminated during the pre- 
ceding quarter and would be required 
to contain the name of the person 
making the designation, the identity 
of the brokers or dealers designated, 
the identity and amount of securities 
for which each broker or dealer was 
designated and the date of the offer- 
ing. 


Pursuant to subsection (d), members 
who are designated for the sale of se- 
curities would be required to keep rec- 
ords of such designations. Such rec- 
ords would be required to be main- 
tained for 24 months and would identi- 
fy the customer making the designa- 
tion, the amount of securities for 
which the member was designated, the 


manager or managers of the offering, 
and the date of the offering. 


SECTION 36 OF ARTICLE III AND 
INTERPRETATION THEREOF 


The proposal prohibits a member, in 
connection with securities which are 


‘part of a fixed price offering, from 


selling such securities to, or placing 
such securities with, any related 
person of a member. A related person 
is defined generally as a person in an 
ownership relationship with a 
member. Exempt from application of 
the section, however, are sales of secu- 
rities to related persons who are either 
members of the Association or non- 
member foreign brokers or dealers 
who agree to make a bona fide public 
offering, and otherwise comply with 
sections 8, 24, 25, and 36 of Article III 
of the Rules of Fair Practice. The sec- 
tion also does not apply to sales to, or 
placements in, investment or trading 
accounts of a member or a related 
person of a member after the termina- 
tion of the fixed price offering if the 
member made a bona fide public offer- 
ing of the securities. A member is pre- 
sumed not to have made a bona fide 
public offering if the securities being 
offered immediately trade in a second- 
ary market at or above the public of- 
fering price. ; 

Since section 24 is designed to reach 
the indirect as well as direct receipt of 
selling concessions, the Board recog- 
nized that certain ownership relation- 
ships between a broker or dealer and 
another person could result in such 
person indirectly benefiting from the 
receipt of a selling concession, dis- 
count, or allowance by such broker or 
dealer even under circumstances 
where such broker or dealer may not 
itself have violated section 24. Such a 
benefit would violate the principles 
behind section 24 if the person in the 
ownership relationship with the 
broker or dealer purchased securities 
from such broker or dealer in fixed 
price offerings. Accordingly, the Board 
believes that prohibiting such transac- 
tions, except in the limited situations 
specified in section 36, is necessary to 
avoid possible circumvention of section 
24. . 


THE NASD’s STATEMENT OF BASIS 
UNDER THE ACT FOR PROPOSED RULE 
CHANGE 


Section 15A of the Securities Ex- 
change Act of 1934 provides pursuant 
to section (b)(2) that an association of 
brokers and dealers shall not be regis- 
tered as a national securities associ- 
ation unless the Commission deter- 
mines that the association has the ca- 
pacity to carry out the purposes of the 
Act and to enforce compliance by its 
members and persons associated with 
its members with the Act, the rules 
and regulations thereunder and its 
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own rules. Pursuant to subsection 
(b)(6) of section 15A of the Act, the 
Commission must determine that the 
rules of the Association are designed 
to prevent fraudulent and manipula- 
tive acts and practices, to promote just 
and equitable principles of trade, to 
remove impediments to and perfect 
the mechanism of a free and open 
market, and, in general, to protect in- 
vestors and the public interests. 

The proposed rules will enable the 
Association to meet its statutory obli- 
gations set forth above. Primarily, the 
proposed rules will prevent fraudulent 
acts and practices and foster full and 
fair disclosure and commercial honor 
in connection with fixed price offer- 
ings. In fixed price offerings of securi- 
ties the public has come to expect and 
the offering documents prescribe that 
all public customers pay the stated 
public offering price or prices. Such an 
expectation is inherent in the notion 
of a fixed price offering which pur- 
ports to establish a prescribed price to 
be paid by the public. Further, the 
price at which the securities are to be 
offered to the public or the method by 
which such price is computed and any 
variation therefrom at which any por- 
tion of the security is proposed to be 
offered, is specifically required to be 
stated in the registration statement 
and prospectus by sections 7 and 10 
and Schedule A of the Securities Act 
of 1933. 

If practices are permitted which 
allow certain classes of customers to 
receive directly or indirectly a more fa- 
vorable price, the public confidence in 
the fairness of the securities market, 
particularly the market involving the 
offering of securities at a fixed public 
offering price, will be severely under- 
mined. To permit such practices to 
occur would be contrary to the Associ- 
ation’s obligation to have rules which 
are designed to prevent fraudulent 
practices, promote just and equitable 
pririciples of trade and which are de- 
signed to protect public investors and 
the general public. Moreover, the pro- 
poses rules will prohibit customers 
from sharing, through certain indirect 
means, a selling concession, discount 
or other allowance received or re- 
tained by a dealer which, unless pro- 
hibited, could result in improper re- 
cording of securities purchases and 
false confirmations of sales, contrary 
to the rules of the Commission and 
the Association. ‘- 

Section 15A(b)(6) of the Exchange 
Act also requires the Commission to 
determine that the rules of the Associ- 
ation are not designed to permit 
’ unfair discrimination between custom- 
ers, issuers, brokers or dealers or to fix 
minimum profits, impose any schedule 
or fix rates of commissions, 
allowances, discounts or other fees to 
be charged by its members. 


NOTICES 


The proposed rules will not permit 
unfair discrimination between custom- 
ers, issuers, brokers or dealers. Indeed 
the proposed rules will eliminate the 
possibility that favored customers 
might be able to share all or some of a 
dealer’s selling concession, discount or 
other allowance received’ or retained 
on sales of securities from fixed price 
offerings, when other customers pay 
the full, stated public offering price 
disclosed in the offering documents. 

The proposed rules will not fix mini- 
mum profits or impose any schedule 
or fix rates of commissions, discounts 
or allowances. Issuers and underwrit- 
ers will continue to determine jointly 
the price at which securities will be 
purchased by the underwriters from 
the issuer and the price or prices at 
which underwriters will resell to deal- 
ers engaged in distribution and to the 
public, including other dealers. The 
rules only provide that once the issu- 
ers and underwriters have determined 
a price at which securities will be 
resold to the public and such price has 
been disclosed, as it must be under the 
Securities Act of 1933, the undervwrit- 
ers are prohibited from engaging in 
distribution practices contrary to 
those disclosed to the public. 


THE NASD’s STATEMENT ON COMMENTS 
RECEIVED FROM MEMBERS, PARTICI- 
PANTS, AND OTHERS ON PROPOSED 
RULE CHANGE 


In view of the complexity of the 
issues involved, comments were solicit- 
ed from the membership by means of 
two consecutive submissions contained 
in Notice to Members: 77-31 and 78-5. 

Forty-five comment letters were re- 
ceived in connection with Notice to 
Members: 77-31. A number of these 
comments criticized the proposed di- 
finition of fair market price contained 
in section 8 as being too restrictive, in 
particular the use of the range be- 
tween and including the highest inde- 
pendent bid and lowest independent 
offer. Other commentators criticized 
the proposals’ attempt to establish ob- 
jective standards for determining fair 
market price. It was felt that such 
standards would be rigid and not take 
into account important factors such as 
the size of the transaction and the cir- 
cumstances of a dealer’s pattern of 
trading in the securities taken is trade 
or comparable securities. Questions 
were also raised by the commentators 
with respect to the*enforceability of 
and recordkeeping burden occasioned 
by section 8. 

With respect to the proposed revi- 
sions of section 24, many commenta- 
tors. criticized the prophylactic ap- 
proach taken which prohibited mem- 
bers. from accepting designated orders 
for any dealer not a member of the 
underwriting group or in excess of a 
group member’s individual underwrit- 
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ing commitment. This approach was 
criticized as recognizing only a few 
forms of distribution services and im- 
properly implying an absence of direct 
contact or selling effort by dealers in 
connection with a designated order. 
Some commentators urged the Associ- 
ation to recognize research as a legiti- 
mate part of services in distribution. 
Many commentators also criticized re- 
strictions on bill and deliver practices 
in both direct sales and designated 
orders, as it was felt these practices 
added to the efficiency of the distribu- 
tion process. 

Certain commentators objected that 
the restrictions on designated orders 
unfairly applied against regional and 
smaller dealers. Objections were also 
raised to an interpretation of section 
24 which effectively would prohibit 
customers from satisfying soft dollar 
obligations with selling concessions re- 
ceived or retained by a dealer from a 
sale of securities from a fixed price of- 
fering. These commentators were also 
concerned that such an interpretation 
would alter the manner in which some 
dealers have distributed securities. 

Several commentators objected to 
the standard embodied in section 36 
for the placement of securities with a 
related person where a bona fide 
public offering had made. It was 
stated that the presumption that a 
bona fide public offering had not been 
made, where the securities offered im- 
mediately trade in the secondary 
market at prices above the member’s 
cost, imposed an unnecessarily harsh 
standard. Commentators objected that 
this standard would have effectively 
prohibited a member from placing 
unsold securities in a trading account 
if, at the time the syndicate terminat- 
ed, the securities traded below the 
public offering price but above the 
member’s cost. 

As a result of the comments re- 
ceived, the Association made appropri- 
ate revisions to its proposals which 
were republished for membership com- 
ment in Notice to Members: 78-5. A 
total of seven comment letters were re- 
ceived in connection with the revised 
proposals. Several commentators aiter- 
natively objected that prohibiting 
members from considering revenues 
from fixed price offerings to recover 
research costs will have an adverse 
effect on the research segment of the 
industry or that such research consti- 
tutes an essential element of selling 
effort rendered in a distribution with 
respect to an institution. Certain com- 
mentators objected to the basic propo- 
sition that specialized services or prod- 
ucts must be compensated fully with 
consideration other than the selling 
concession received on the sale of a 
fixed price offering. 


FEDERAL REGISTER, VOL. NO. 154—WEDNESDAY, AUGUST 9, 1978 





35454 


THE NASD’s STATEMENT ON BURDEN ON 
COMPETITION 


Certain public comments received on 
the two proposals published by the As- 
sociation in Notice to Members 77-31 
and Notice to Members 78-5 have sug- 
gested that the proposals would 
impose burdens on competition in var- 
ious respects. The Association does not 
concede that the rules do impose bur- 
dens on competition, but to the extent 
that they may, it believes that any 
such burdens are necessary or appro- 
priate to further the purposes of the 
Securities Exchange Act. 

The comments concerning alleged 
burdens on competition primarily ad- 
dressed features of the first published 
proposal which are not present in the 
rule changes, as adopted. Some of the 
comments, however, do pertain to the 
adopted rules. These comments and 
the Association’s response thereto are 
generally discussed hereinafter. All of 
the comment letters are available for 
review by members of the public at 
the Securities and Exchange Commis- 
sion in Washington, D.C. 

With respect to the proposed amend- 
ment to section 8 of Article III of the 
NASD’s Rules of Fair Practice, con- 
cerning so-called “swap” transactions, 
certain commentators criticized the 
effort to define “fair market price”, 
stating that only the buyer and seller 
could determine fair price and that 
any regulatory efforts in this area 
would impose artificial hinderances 
and impact adversely on the free 
market environment. Some commenta- 
tors aruged that the rules will deny 
smaller dealers the opportunity to 
compete with larger dealers for insti- 
tutional business, while others argued 
that the rules will dampen the desire 
of persons to engage in swap transac- 
tions, thereby lowering the general li- 
quidity in the marketplace. At least 
one commentator believed that the 
proposal was unfair to institutions 
since the rule allegedly could have the 
effect of an isolated quotations con- 
trolling the price at which large in- 
vestment positions could be liquidated 
and that syndicate managers and 
members could encourage or discour- 
age swapping by controlling the avail- 
able quotations. 

The Association believes that section 
8, as amended, applies to all members 
equally and believes that comments 
that smaller dealers are more adverse- 
ly affected than larger dealers are 
without merit. The Assocation also be- 
lieves that the definition of “fair 
market price” is reasonable and appro- 
priate for the limited purpose it serves 
in section 8. There is no effort in sec- 
tion 8 to suggest what fair market 
price is for all transactions but only 
for transactions in which securites are 
taken in trade for securities purchased 
in a fixed price offering. Concern that 


the rule will control the price at which 
institutional investors could dispose of 
a large investment postions also fails 
to consider the very limited applica- 
tion of the rule. Outside the context 
of a fixed price offering, and subject 
to the Rules of Fair Practice relating 
to just and equitable principles of 
trade, purchasers and sellers are, of 
course, free to negotiate the price to 
be paid. The Association believes that 
permitting swap transactions to occur 
at prices as high as the lowest inde- 
pendent offer does not unduly restrict 
the freedom of purchasers and sellers 
to set prices. Moreover, the rule itself 
recognizes that, in special circum- 
stances, members may pay a customer 
higher than the lowest independent 
offer in swap transaction. To the limit- 
ed extent that section 8 may restrict 
members from establishing prices for 
swap transaction, the Association be- 
lieves that such restriction is neces- 
sary to carry out its obligation to en- 
force compliance by its members with 
the Association’s rules and the Securi- 
ties Exchange Act generally. The As- 
sociation does not believe that imple- 
mentation of section 8, as amended, 
will discourage swap transactions or 
impair liquidity. It will, however, have 
the effect of preventing members from 
taking securites in trade in a deceptive 
manner which would operate to cir- 
cumvent the purposes of section 24 of 
the Rules of Fair Practice and result 
in what is commonly referred to as 
overtrading. 

The Association does not believe 
that managers of syndicates or mem- 
bers of syndicates will conspire to or 
otherwise, give quotations in such a 
way as to encourage or discourage 
swapping. 

In sum, the Association believes that 
the definition of “fair market price,” 
and the amendments to secton 8 gen- 
erally, are necessary or appropriate to 
further the purposes of the Securities 
Exchange Act. It believes that the 
practice of overtrading (paying more 
than fair market price for securities 
taken in trade) is a deceptive act or 
practice constituting conduct incon- 
sistent with high principles of com- 
mercial honor and just and equitable 
principles of trade which should be 
prohibited. The amendments to sec- 
tion 8 are necessary to enable the As- 
sociation reasonably to enforce such a 
prohibition. 

With respect to section 24 of Article 
III of the Association’s Rules of Fair 
Practice and the interpretation there- 
of, many commentators complained 
that the first published proposal 
(which was not adopted) dispropor- 
tionately impacted on smaller broker- 
dealers. It was argued that the smaller 
broker-dealers effectively would not be 
able to be designated by institutional 
customers even though the designated 


firm satisfied the requirement that it 
render services in distribution and 
even though the selling concession re- 
ceived on the designated order was not 
used to offset any soft dollar obliga- 
tion prohibited by section 24. 

In response to these criticisms and 
other related comments, the Associ- 
ation substantially modified the pro- 
posal to eliminate restrictions on des- 
ignated orders. Certain commentators, 
however, continued to express concern 
that underwriters with larger under- 
writing commitments would be fa- 
vored. The Association does not be- 
lieve that such a concern is justifed, 
since the rule applies equally to all 
members. Under the revised proposal, 
an underwriter is not free, as some 
commentators seem to believe, to give 
soft dollar credit for sales from its un- 
derwriting commitments. Section 24 
requires that a member receiving a 
selling concesssion in a fixed price of- 
fering render services in distribution. 
That is an affirmative obligation. It 
further imposes a negative restriction 
by prohibiting a member from grant- 
ing or sharing that selling concession 
with persons, such as customers, who 
are not eligible to receive the selling 
concession or discount in the first 
place. Thus, even though an under- 
writer, by virtue of underwriting part 
of an offering, has rendered services in 
distribution and has satisfied its af- 
firmative obligation, it is not then free 
to ignore the negative restriction. 

At least one commentator has indi- 
cated that the proposal further re- 
stricts a smaller broker-dealer from 
competing for institutional business 
by preventing the smaller broker- 
dealer from obtaining payment for 
specialized services. Section 24 is de- 
signed to make sure that members 
who have decided to engage in a fixed 
price offering actually conduct the of- 
fering in the manner planned and dis- 
closed to the public. The interpreta- 
tion explains that indirect, as well as 
direct, discounts from a fixed price are 
covered by the section and that credit- 
ing a customer with all or part of a 
selling concession as consideration for 
a service performed for the customer 
for an agreed upon consideration re- 
sults in a prohibited indirect discount 
from the public offering price. 

The Association believes that for 
section 24 to be meaningful its applica- 
tion cannot be limited to direct forms 
of discounts or selling concessions. Ac- 
cordingly, the restriction resulting 
from section 24’s application to indi- 
rect forms of discounts or selling con- 
cessions are necessary or appropriate 
to further the purposes of the Act. In 
any event, nothing in section 24 pro- 
hibits an dealer from performing ser- 
vices for clients for an agreed upon 
consideration and being paid in cash 
or brokerage commissions. Similarly, 
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as long as proper records are main- 
tained, a member can perform special- 
ized services for an agreed upon con- 
sideration, be paid fully for those ser- 
vices in, for example, brokerage com- 
missions and still retain-a selling con- 
cession on securities sold to such cus- 
tomers pursuant to a fixed price offer- 


Some of the commentators clamed 
that the revised section 24 has a more 
adverse effect on the research seg- 
ment of the industry and that it will 
result in further concentration of 
larger, full service broker-dealer firms 
in the securities industry. This criti- 
cism is based largely on the fact that 
the interpretation to section 24 effec- 
tively prohibits utilizations of selling 
concessions received on the sale of se- 
curities in a fixed price offering to sat- 
isfy soft-dollar obligations of custom- 
- ers. The proposal further provides, in 
effect, that a person who furnishes a 
customer services or products which 
are commercially available or are of- 
fered to anyone for cash or some other 
agreed upon consideration must be 
fully compensated for such services 
and products with consideration other 
than such selling concessions. The 
commentators who expressed concern 
that section 24, as amended, affects 
the research segment of the industry 
more unfavorably than other seg- 
ments, suggested generally that soft- 
dollar obligations arising from fur- 
nishing “legitimate” research (e.g. re- 
search as defined in section 28(e) of 
the Securities Exchange Act) should 
be permitted to be satisfied with sell- 
ing concessions received or retained on 
sales from fixed price offerings. More 
specificdlly, such commentators sug- 
gested that the interpretation dis- 
criminates against third party re- 
search and discourages so-called ’’un- 
bundling.” This more specific criticism 
is based on the fact that the interpre- 
tation of section 24 provides that re- 
search and other products are com- 
merically available if they could be 
purchased by the recipient from a 
third party and that services and prod- 
ucts are offered for cash or other 
agreed upon consideration if they are 
offered to anyone on such terms. 

The prohibition on using selling con- 
cessions to satisfy soft dollar obliga- 
tions applies to all firms in an equal 
manner. Broker-dealers that, in the 
past, relied on selling concessions from 
fixed price offerings to satisfy soft 
dollar obligations, whether arising 
from furnishing research or from fur- 
nishing other types of services or prod- 
ucts, may be affected by the proposal 
more than firms which did not rely on 
such a method of payment. The Asso- 
ciation, however, believes that the 
practice of granting indirect conces- 
sions or discounts from the public of- 
fering price in fixed price offerings re- 
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sults in circumventing the purposes of 
section 24. It is also inconsistent with 
statements made in the prospectus. 
Moreover, if indirect methods of sell- 
ing securities to customers at prices 
below a fixed offering price were per- 
mitted, a system of distribution de- 
signed to treat all members of the 
public equally would be subverted and 
certain classes of customers would be 
accorded favored treatment. Accord- 
ingly, the association believes that any 
burdens on competition resulting from 
the prohibition on using selling con- 
cessions from fixed price offerings to 
satisfy soft dollar obligations are nec- 
essary or appropriate to further the 
purposes of the Securities Exchange 
Act. 

The Association also believes that 
the interpretation with respect to the 
term ‘commercially available’ and 
“agreed upon consideration” is reason- 
able and is necessary and appropriate 
to enable reasonable enforcement of 
section 24. While the Association be- 
lieves generally that a selling conces- 
sion or discount is indirectly granted 
to a customer if selling concessions 
from fixed price offerings are used to 
offset soft dollar obligations, it was 
necessary to identify more specifically 
the types of arrangements it thought 
were prohibited. At the one extreme, a 
member might be viewed as sharing a 
selling concession with a customer or 
granting a customer a discount from 
fixed price if the member furnished or 
promised to furnish anything of value 
to the customer at no cost or at a price 
below the fair market price. This ap- 
proach, the Association believes, 
would unnecessarily intrude on 
normal business relationships and 
practices and effectively prohibit var- 
ious methods of establishing general 
business good will. Moreover, it would 
attempt to reach various putative 
abuses which are more illusory than 
real. 

At the other extreme, the Associ- 
ation might have adopted a rule which 
only applied to situations where sell- 
ing concessions received from sales 
from fixed price offerings were used to 
offset hard dollar, legal obligations of 
a customer. The Association, however, 
believes that such an approach would 
invite evasion and fail to reach many 
forms of soft dollar arrangements 
which, if permitted to occur, would 
result in certain customers indirectly 
sharing in the selling concession or re- 
ceiving a discount from the fixed price 
in violation of section 24. Accordingly, 
a balance was struck between these 
two extremes, and the Association 
drafted an interpretation which would 
reach the potential abuses but which 
would not be so vague or all-encom- 
passing that it would not be suscepti- 
ble of reasonable enforcement. 
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In an effort to be reasonable in ap- 
plying section 24 to soft dollar pay- 
ments, the interpretation was drawn 
generally to apply only with respect to 
obligations which arise from furnish- 
ing products and services for which 
the recipient has agreed to pay some 
agreed upon consideration or for 
which it is likely that some considera- 
tion has been agreed upon. As a pro- 
phylactic measure, the interpretation 
takes the approach that commercially 
available products and services and in- 
ternally generated products and ser- 
vices which have been sold to others 
for some agreed upon consideration 
are likely to be furnished for agreed 
upon consideration. The Association 
believes that the prophylactic ap- 
proach in this regard is necessary and 
appropriate to facilitate reasonable en- 
forcement of section 24. In any event, 
the Association does not believe that 
the adoption of section 24, as amend- 
ed, and the interpretation thereof will 
result in further concentration in the 
securities industry. Research firms 
will continue to be able to offer their 
services for cash or soft dollar com- 
pensation in the form of brokerage 
commissions or a combination thereof, 
and will be able to continue to furnish 
research for no agreed upon considera- 
tion without concern that sales of se- 
curities from fixed price offerings to 
recipients of such research will result 
in a violation of section 24. Finally, 
the Association does not agree with 
the suggestion that section 24, as 
amended, discriminates against third 
party research. If a broker-dealer pur- 
chases from a third party, for redis- 
tribution to customers, research which 
is not available to others, that re- 
search is treated no differently than 
internally generated research which, 
similarly, is not available to others for 
cash or some other agreed upon con- 
sideration. By the same token inter- 
nally generated research which is fur- 
nished to anyone for cash or agreed 
upon consideration can be furnished 
to others only if the broker-dealer fur- 
nishing such research is fully compen- 
sated therefor with consideration 
other than selling concessions. The As- 
sociation believes that a less restrictive 
approach than that embodied in sec- 
tion 24 and the interpretation thereof 
will permit circumvention of section 
24. Accordingly, it believes that even if 
the amendments do impose a burden 
on competition, as suggested by cer- 
tain commentators, which the Associ- 
ation does not concede, that burden is 
necessary or appropriate to further 
the purposes of the Act. ; 

Two commentators have suggested 
that the solution to the problem is for 
underwriters to negotiate a price with 
the issuer and that each underwriter 
then be permitted to sell the securities 
to the public at whatever price it is 
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‘ able to negotiate. The Association, 
however, is faced with developing 
rules for a_ securities distribution 
system which exists and which is de- 
termined by underwriters. It has no 
basis for imposing a different distribu- 
tion system on the securities industry 
and others who rely on the present 
system to raise capital. The fixed price 
offering system has worked extremely 
well for many years and underwriters 
and issuers continue: to support that 
system of raising capital. As long as 
that system is utilized, the Association 
believes that section 24 is necessary to 
foster full disclosure and fairness. 

In addition to the foregoing, one 
commentator was opposed to the re- 
quirement contained in paragraph (b) 
of section 24 that a member granting a 
selling concession, discount, or other 
allowance obtain a written agreement 
from the person receiving it that such 
person will make a bona fide offer to 
the public and will comply with sec- 
tion 24 of Article III of the Rules of 
Fair Practice. The Association believes 
that such agreement will serve to 
remind members of their obligations 
under the Rules of Fair Practice and 
will not impose any burden on compe- 
tition. Members may enter into “blan- 
ket” agreements with other dealers 
which would cover all fixed price of- 
ferings, in which they are jointly in- 
volved, resulting in little inconve- 
nience to any dealer who sells securi- 
ties from fixed price offerings, wheth- 
er or not a member of the undervwrit- 
ing syndicate or selling group. 

With respect to the addition of sec- 
tion 36 to Article III of the Associ- 
ation’s Rules of Fair Practice, two 
commentators suggested that section 
36 discriminated against managed ac- 
counts owned beneficially by a dealer’s 
parent, subsidiary or sister company 
as opposed to various types of “affili- 
ated” managed accounts such as man- 
aged investment companies. The Asso- 
ciation does not believe it was neces- 
sary to draft a provision so broad as to 
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prohibit members from selling securi- 
ties from fixed price offerings to ac- 
counts over which they exercised in- 
vestment discretion since all such sales 
do not result in an indirect grant of a 
selling concession or discount from the 
fixed offering price. And, in those in- 
stances where such a result would 
obtain, the Association believed that 
section 24 and the interpretation 
thereof adequately applied to prohibit 
it. Ownership type relationships, such 
as those covered by section 36, howev- 
er, were not, in the Association’s view, 
adequately covered by section 24. If, 
for example, a mémber sells securities 
to its parent and receives or retains a 
selling concession on the sale, the 
parent necessarily receives that selling 
concession indirectly through its own- 
ership of that member. The adoption 
of section 36, therefore, was necessary 
to achieve uniformity of treatment 
with respect to the various type of re- 
lationships between members and ac- 
counts managed by them or by “relat- 
ed persons” of them. 

One commentator criticized section 
36 for not applying to relationships 
such as various investment advisory or 
other fiduciary arrangements which 
that section was not designed to cover. 
The Association believes that the in- 
terpretation of section 24 is sufficient- 
ly broad to apply to the type of ar- 
rangements between members and ad- 
visory clients which would result in a 
circumvention of that section, and 
that to prohibit sales from fixed price 
offerings to all advisory or other fidu- 
ciary accounts would be unnecessarily 
broad and would, in the Association’s 
view, impose a burden on competition 
which was neither necessary nor ap- 
propriate to further the purposes of 
the Act. 

Section 36 does not create any com- 


‘petitive disadvantage for firms com- 


peting for investment advisory busi- 
ness or institutional and individual ac- 
counts. Moreover, other laws exist 


which generally prohibit members and 
others from acting as principal in 
transactions with fiduciary accounts, 
making any concern in this area more 
theoretical than real. 

Within 35 days of the date of publi- 
cation of this notice in the FEDERAL 
REGISTER, or within such longer period 
(i) as the Commission may designate 
up to 90 days of such date if it finds 
such longer period to be appropriate 
and publishes its reasons for so finding 
or (ii) as to which the above-men- 
tioned self-regulatory organization 
consents, the Commission will: 

(A) by order approve such proposed rule 
change, or 

(B) institute proceedings to determine 


whether the proposed rule change should 
be disapproved. 


Interested persons are invited to 
submit written data, views, and argu- 
ments concerning the foregoing. Per- 
sons desiring to make written submis- 
sions should file 6 copies thereof with 
the Secretary of the Commission, Se- 
curities and Exchange Commission, 
Washington, D.C. 20549. Copies of the 
filing with respect to the foregoing 
and of all written submissions will be 
available for inspection and copying in 
the Public Reference Room, 1100 L 
Street NW., Washington, D.C. Copies 
of such filing will also be available for 
inspection and copying at the princi- 
pal office of the above-mentioned self- 
regulatory organization. All submis- 
sions should refer to the file number 
referenced in the caption above and 
should be submitted on or before Oc- 
tober 10, 1978. 


For the Commission by the Division 
of Market Regulation, pursuant to del- 
egated authority. 

' Dated: August 2, 1978. 


GEORGE A. FITZSIMMONS, 
Secretary. 


{FR Doc. 78-22241 Filed 8-8-78; 8:45 am] 
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